
It tM8e clai.. have any ..rit v1Ytaoever, t;M

c_i••ion ahould certainly expect tuture productivity C)_ina te

out.trip the paltry 1.7' ditterential productivity growth found in

the Chri.ten.en Aaaociates stUdy.

Second, as the Christensen Associates .eport notes, variationa

in the quantity of output sold (e.g., ainutes of use) play a

siflniticant role in the achieved productivity of the LEes. Due to

.concaies of scale and den.ity, voluae growth alone can produce

subatantial productivity gains, even without stringent LEC cost­

cutting etforts.~1 curiously, the LECs insist that output changes

will work agaln.t their future productivity gains, because

ca.petition will diainish LEC ..rket shares. w However, it is not

aarket ahare, but abaolute voluae of output that deteraines whether

the LECs will continue to benefit from scale-econoay-driven

productivity iaprov...nts.

Experience in the interstate toll aarketa has shown that it is

Perfectly po.sible for a doainant f ira (such as AT'T) to lose

..rket share and still experience a growing absolute voluae of

calling on its network, partly due to the stimulation of demand by

lower, acre ca.petitive pricing and partly due to upward shifts in

WRobert G. Harris, Testi.ony in Support of Pacific Bell's
Section 214 Applications for Video oialtone Service to Orange
county, southern San Francisco Bay, Los Angeles, and San Diego
(File Nos. W-P-C 6913-16, filed Dec. 20, 1993), Exhibit 3 at 8,
12.

~Christensen Aasociat•• Report at 13.

ws.., e.g., C~nts of Pacific Bell and Nevada Bell at 31-
32.
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tile "..._ curve" for teleo..-micatioRII ..rvice. a. bwli..... aftCI

re.idential cuat..-r. find new and higher value uae. fer

teleca.aunication•. n, Over the next three to four year.,

cOlipetitors will still be in the early stages of building out their

networks and signift9 up new custo.ers, while the LEC. will benetit

froa their inCUllbent advantage. and troa de..OO growth as the

econoay continu•• to ...rge froa the rece••ion of the early 1990••

OVer the longer run, the LZCs will .hare in the de..Rd growth

a••ociated with the aultitude of new teleco-.unications

application. that this coaaission and the LEC. theaeelve. have

projected a. the Mational Inforaation Infrastructure beco.e. a

reality. As traffic builds on the "infoZ1lation superhighway," the

LEC.' "lane." are oertain to be heavily used.

In .hort, vbile past is always prologue to the present,

historical productivity growth aay be a poor predictor of probable

future productivity perforaance. The deployaent of new

technologies and the continued growth in deaand tor the LECs'

servic•• , even in the face of coapetitive inroads into their market

share, .ugge.t that "noraal" productivity growth in the future

could e••ily outstrip the eXPerience since divestiture.

n'USTA ha. provided helpful docuaentation of the qrowth in
tel~icati... purcAa'" in ..lected induatrie. over the paat
ten years. see Dr. Ilobert G. Harri., "Econoaic Benefit. of LEC
Price cap .efor-a.," UITA C~nt., Attachllent 2, Appendix A,
Table A-1 .t page A-3 (hereinafter referred to as Harris Report).
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2.
==y~=triiOt~.:MJr1U;:fi=
tv Ifficianay "in or Nt_I: LIe Ioy••t-at 18
tbe latiODl.l InfDnation Infra.tructure

On behalf of UBTA, Dr. Robert G. Harris has urged the

Ca.ai••ion to "[ilncr.a•• incentiv.. for LEes' .ffici.ncy aRei

innovation by adopting a reali.tic productivity off.et."~ Lat.r,

he ..ke. cl.ar th.t, in his vi.w, a "realistic" productivity off••t

i. one that exclude. a ".tr.tch" or "con.uaer dividend" factor.

'ftler. i. 1M) eooneaic r.tiona1e for incorporatiRlJ a
".tretch" factor in the price cap ..chani.a: the price
cap plan enaure. that cOflluaer. continue to benefit fra.
nora.1 productivity gain. (with shareholders receiving
the benefit. of above average perforJlance). In
cOllP8titive (unr8CJU1ated) indu.trie., finw do ng,t share
the benefits of above average performance with their
custo..rs .29/

Moreov.r, the "noraa1" productivity gain. that Dr. Harri.

apparently hal in .ind are in the range of the low 1.'\ per y.ar

diff.r.ntia1 productivity gain. estimated by Christensen Associate.

for the 1984-1992 period.

Dr. H.rri.'. claim that high.r productivity factor. have an

adverse effect on LEC incentives is refuted by the analysis of

aargina1 .ffici.ncy inc.ntive. perforaed by strategic Policy

.....rch on behalf of U. s. We.t. Although strategic Policy

R....rch .xpr..... r •••rvation. about the willingnes. of LEC. to

acc.pt a regulatory bargain that includes a "consumer dividend" in

the productivity f.ctor, it concedes that the "consuaer divid.nd"

does not adv.r.ely affect LEe incentives for efficient behavior.

2IIId. at 2.

29/Id. at 25.
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Ifhe C.....er Dividend doe. not in any way dull
(aarvinal) e~ficiency incentiv... Th. fira ca..it. to
aclj\l8~ price. in accordance with • productivity
e-iuent (iac1udift9 tM COft8UJIU' Dividend) that i.
fiJled in "'ance .nd ... not depend on it. actual
efficiency ..iM. ThUll, any incr_ntal gain. or loa.e.
in _BOIlic e~ficiency rel.tive to the productivity
cc.aitaent flow directly to the fira'. botto. line.
since inoentivea r ...in fully int.ct, the Conau.er
Diviclend does not reduce the efficiency gain. that can be
e~ed, once the coapany i. operatinq und.r price
cap•• -

In fact, hiper productivity factor...y actually incre.se LEC

inc.ntiv•• to beca.e acr••ffici.nt. Many .cono.i.t. beli.v. th.t

fira8 .re bett.r ch.r.cterized a. profit ".atisficers" r.ther th.n

profit xi.i••r ....!l/ Accordinq to this theory, firaa .trive to

achieve a ti.factory" l.vel of profit., but do not undertake the

often-difficult .tep. that would be n.c••••ry to qo froa

to ....xiJIWI.. profits. 321 Incr.a.inq the

productivity factor forces "s.tisficinq" firms to qo after a larger

share of potenti.l efficiency qains in order to achieve

"satisfactory" profit.. ThUS, a "s.tisficinq" firm will perform

·strateqic Policy .....rch, "Regul.tory Reform for the
Inforaation Aq.," u.s. West C~nt., Attachaent 5 at page 18.

3t/Habel l.ureate Herbert siaon is credited with oriqinatinq
the ".ati.ficing" theory of .icroecona.ic behavior. see Herbert
Siaen, "Theorie. of Decision-Making in Economic. and Behavioral
Science," AaaricAD lconQlic aeyiew (June 1959) at 253-83.

wAltbouqh it reaches different conclusions about the .ffect
on LEC incentive., the strategic Policy Research report sponsored
by u.s....t .ptly de.cribe. the difficulties inherent in
....xi.i.ing.. profit. by beca.inq aore efficient. "Bffici.ncy
qains gener.lly involve chanqinq established ways of doinq
busine.. and the frustratinq proc... of learninq how to operate
efficiently under the new conditions. Workers incur personal
costs, a. they may have to be retrained, relocated or laid off."
u.s. West Co...nt., Attachment 5 at page 15.
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..tter (1.e., be IIOre efficient) if the c~i••ion Mopt. an

-..r...ive productivity target.

Whet.her one .u~cribe. to the lIOre traditional profit­

_xi.ization hypoth••i. or the alternative profit-sati.taction

theory of fi~ behavior, it i. clear that hiqher productivity

factor. have no adver•• i~ct on LEC efficiency incentive.. A.

this analy.i. d.-onatrate., the ca.ai••ion need not allow fears of

diluted incentive. to deter it fro. aaintaininq or even increa.inq

the productivity factor in the price-cap foraula.

Nor should the PCC accept Dr. Harris's related arquaent that

the productivity factor .ust be kept low so as to sti.ulate LEC

inve.blent in the Rinfonaation superhiqhway. "331 Not only do the

Lac. have an -.pIe flow of internally qenerated cash with which to

finance such inve.blent,~ they have ready access to the capital

.arket. a. well. Coapanies with AA and AAA bond ratinqs should have

little trouble rai.inq capital in a period of low inflation and

relatively low interest rates.

The PCC .uat reject this obvious effort to relink rates with

LBC inv..t ..nt. Althouqh Dr. Harris asserts that price-caps place

the risk of inve.t..nt in the National Inforaation Infrastructure

(RMIIR) solely on LBC .hareholders,3~ this claim is undermined by

331Harris Report at 25.

~Aa noted above, BTl has docuJIented that the LEC.'
inv..taents in their local network. over the price-cap period
have not even kept pace with their depreciation earninq.. BTl
Report at 67. Under the.e circuaatances, it i. hard to see how
LEC inve.t..nt waa constrained by low earninqs.

351Harris Report at 21.
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hi. plea ·that the ca.ai••ion recognize th. explicit connection

between the .ize of the (productivity] adju.t..nt factor aDd the

incentive of LEe. to inve.t in the t.lec~unicationa

infra.truct.ure••., All ot.her thillCJs beinq equal, a cOIIIlission

decision to reduce the productivity factor so as to encouraqe LEC

invest..nt. in the infrast.ructure would be tantaaount to requirinq

ratepayer. to provide the funding and bear the risk of that

Mot only is this approach contradictory to the

funda..ntal pr_i_. of price-cap regulation, it aJlOunts to little

.cre than a tax on the general pUblic to fund the NlI-exactly the

opposite of the AdIIinistration's policy (which Dr. Harris elsewhere

cites approvingly) calling for private invest..nt in a "network of

networks."

c. .,... JfOC~ .....ia toM ~ill9 "o_.i_ t.o llaaure ".t.00_... ....i.. "M"r rair abare of t.lle .tfici_oy
.iaa ..~t.riIlMlQltle to .rioa-eap .equlat.io.

The LEC c~nters uniforaly call for the Co.-ission to aaopt

a "pure" price-cap ..chanis., without any sharing or low-end

adjust.-nt ..chani.... Their reasoning is twofold. First, the

LECs ob.erve that the coaais.ion originally adopted the sharing

aachani•• as a hedge against the po.sibility that the productivity

adjuat..nt factor w.s set too low. with the additional in·forJlation

now available reqardinq the post-dive.titure TFP experience, the.e

pertie. believe that the coaaission can be confident that the

revi-a productivity adjust..nt factor adopted as a result of this

WId. at 25.
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preoeeding is suffici.ntly accurat. that no "s.t.ty net" or h....

is needed.

S.cond, the LIes correctly note that the current pric.-cap

structure retaina aa.e ot the perverse incentives a••ociated with

traditional coat-ot-service r8CJUlation. The sharinq aechani_,

which requires the LEes to retund sot ot earninqs above an

_tablished thr.abold, qiv.. the LECs an incentive to "spend"

revenuea that would oth.rwis. be shared with cu.tOIlers to fund

below-c08t prices tor coapetitive .ervice. or si.ply to cover costs

that would be deeaed exces.ive if shareholders bore the entire

burden ot the expen.e. The low-end adjustaent aeohani••, which

provid.. tor autoaatic rate adjustments if LEC earninqs fall below

an ••tablished floor, shift. saae of the risk of poor perforaance

and bad bu.ine•• judqJlent frca shareholders back to ratepayers. As

USTA oaerved,

under the current price cap plan, if • LEC reduce. prices
in IIOre cOllpetitive aarkets, or si.ply lo.e. busine.s
there, the LBC'. overall interstate earninqs may be
d.pr••sed sUffici.ntly to active the low-end adjustaent
..chanis.. This, in turn, would qive the LEe the ability
to raise pric.s in Ie.. coapetitive markets. 371

While the LBCs would have the co..ission believe that the

sharinq ..chanis. has lost its purpose and that its elimination

would be an unaabiquous iaprove..nt in the price-cap formula, the

truth is far .are caaplex. As discussed in section 11(8) above,

the source. of unc.rtainty reqardinq the appropriate productivity

factor ..y have increased, rather than decreased, over the past

"
71USTA Co_nt. at 51-52 (footnote omitted).
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lIiat:orical procluctivity data carmot rellOlve tlla

uncertainties above future productivity levela when network

technology, deaand and ca.petition levels are all in a state of

flux. Thus, the ca.aission's original rationale for adopting a

sbaring ..chanis. is every bit a. applicable now as it was at the

outset of price-cap r8CJUlation: we si.ply do not know enough to

..t a fair productivity factor with reasonable certainty.

Ratepayers are entitled to SOlle built-in protection against an

overly generous price-cap foraula.

The case for retaining .harinq is especially coapellinq if the

ca.aission reduces the productivity factor to the 1.7% e.ti..te

sponsored by USTA. The risk of windfall LEC profits, unjustified

by exe.plary perforaance, would be overwhel.ing. Such a low

productivity e.tiaate would .ean that expected LEe perforaance

under price-caps would be at or below the historical average

productivity gains that the industry has achieved since the 1930s

under traditional cost-of-service requlation. 311 To earn their

full benchaark ROR, the LECs would have to obtain only half or less

of the productivity gains for which they were held responsible over

the past three years - and largely .anaged to achieve, in spite of

the d...nd-da~ninq effects of a severe econo.ic rece.sion. And

they would be held accountable for these di.inished expectations in

3IISURpl8MDtll Iotice of PrARMttd lul••lcina, CC Docket 87­
313 (released March 12, 1990), Appendix D, "Total Telephone
Productivity in the Pre and Post Divestiture periods," by T.C.
Spavins and J .K. Lande. The FCC staff analysis in this report
indicated that teleca.aunication. productivity growth had
exceeded econoay-wide productivity growth by 1.7 to 2 percent
over the 1930-1989 period.
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a peri_ of st:...y eoenoaic~ while they are deployiR9 ..,

lecal net.work teclmol09ies that allegedly will save tN_tantial

ca.ts.

If the ca.aission is persuaded by the LEes' arquaents that

.h.ring .uat be eliainated to enhance incentives for LEC

efficiency, then it aust qu.rante. upfront that cOn&lDlers will

rec.ive their fair ahar. of the productivity qaina that should

follow such a .ave. Th. best way to restore the balance betw••n

rat.Pay.r and shar.holder interests would be to adopt a sizable

incr.... in the productivity target. Aqain, this approach has

precedent in the rec.nt California intrastate pric.-cap review

decision. The CPUC incr.ased the productivity factor for Pacific

Bell's pric.-cap ..chanis. fro. 4.5' to 5.0'. This incr.ase was

balanced in part by the replac...nt of an absolute earninqs cap

(which previously had been set at 500 basis points above the

"..rket-based" rate of return) with a more generous sharing

aachanisa that allow. Pacific Bell to retain 70t of earninqs above

the upPer threshold. 191 The CPUC reached this decision after

considering a proposed decision from the assiqned Administrative

X.W Judge to eliainate the sharing mechanism entirely, but to adopt

a productivity factor of 6.0'.~

·Cpuc Decision .0. 94-06-011 at 2. The CPUC ret.ined a
SO/50 sharinq formula for earninqs fallinq between 150 and 500
basi. points above the "market-based" rate of return.

-AlthouCJh the CPUC expreaaed stronq intere.t in this
approach, it felt that Partie. had not yet had a full opportunity
to ca.aent on the implications of eliminatinq the sharinq
..chani•••
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~e beigbt of the prioe-oap hurdle and the need for sharinv

are ilwxtricably linked. A productivity "hurdle" that .sks no lIOre

of the UICs than to duplioate the JIOCIest produotivity gains

achieved under '0 years of cost-of-service requlation virtually

guarant..s that oonsu.ers will be no better off under price-cape

than under tr.ditional regulation. Sharing then is the absolute

aini.ua necess.ry to oonvinoe ousta.ers that price-cap regulation

is anything other than a sh_ designed to aaxiaize the LEe.'

earnings under a ainiaua ot regulatory sorutiny. A productivity

"hurdle" that pushes the LECs to exceed even the "st historical

perforaance under co.t-of-.ervice r8CJ\llation offers certain

ratepayer benefit. and obviate••uch of the need for sharing.

III. S'U ~ IIDft ." 1.1.1.- na LIIC8 1'0 "I~UI£'. fill ....1JIe
~lfI~ lfDOUa ftJI va. 01' I ..nO~RI&"BLY ACCu,D&l'm
D....,UlfIa. ...~ a.D 118ft IIOLD .,.. LIn C»I DCLUDIN
DUUlCUIfIOil c:DII8. .-oK ft. I'~ .ell nICK ft. Lac. BY
••a u "uoeaou. coalfN ADJOft'IID'f '1'0 ,.. .RIC.-eu I'OJtJlUL&

In our opening ocmaents, CCTA urqed the co_i.sion to continue

its policy of excludinq chanq•• in depreciation rate. frOil the list

of f.ctors for which the LEes can seek an "exogenous cost"

adju.taent to the rates otherwise produced by the price-cap index.

Mel .ounded the .... theile, recitinq extensive co_ission precedent

for exclusion of depreoi.tion expen.es fro. exogenous cost

treataent .nd underlininq the "endogenous" n.ture of depreciation.
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"i~a,~iGft .f i~. policy not to ...a"t eX04JeROU.
~r..a.M to clepraciation expen.e. will contirJI the
e...1..i ..'. baaic belief that the underlyinq decision
tllat. dri". depreciation rat_ re.ult trOll busine••
• erat..,i•• tor vllich the LBCs aust be villinq to face the
tinancial con.equences. 411

Mo party r.c~ncled that depreciation chanqaa be included aJaOft9

the eliqible "exoqeROU. coat" factors. CCTA, therefore, believes

this i ••ue can now be put to re.t.

Inatead, the Lac.' c~nts focu.ed on their esesire to

eli.inate the FCC's role in preacribinq depreciation rates. Their

position was linked to their reco...ndation to eliainate the

aharinq and low-end adjustaent _chanis.s. Under their recoaaended

"pure price-capa" approach, the LECs reason, there is no need for

the PCC to involv. itself in the deteraination of depreciation

rates because the level of depreciation rates viII have no effect

on the rates consuaers pay. As Pacific Bell put it,

Bliainatingearninq. liaitations would also perait
decisions about placinq and retiring plant to be aade
solely for bu.iness r.asons. Costs that we incur due to
early retir...nt of plant could be treated endogenously,
and realistic depreciation lives could be allowed without
fear that we would use them to manipulate rates or
sharinq.421

Whether or not the LECs' position has any abatract ..rit if

the sharinq and low-end adjust..nt ..chanisa. are eliainated, it is

entirely untenable under a currently realistic price-cap framework

that includes those two aechanis... The LECs' linkage of the

eliaination of depreciation rate prescription with the eliaination

41/MeI Cc.aent. at 45.

421Ca.aents of Pacific Bell and Nevada Bell at 48.
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of sharinv i. tacit acknowledq...nt that depreciation rate

pre.cription .u.t continue a. lonq a. the .harinq anel low-end

adju.t..nt ..chani... are part of the price-cap fraaevork.

otherwi.e, the LEC. could unjustifiably accelerate their

depreciation rate. aAd ther.by reduce r.ported earning., .ith.r to

avoid .haring exce•• earninq. with ratepayer. or to .ake th••••lv••

• liqible for an upward rate adju.tlI8nt under the low-end adju.taent

lIeChani•••

A. di.cu.sed in section II(C) above, CCTA believea that the

.harinq ..chani.. continu.. to provide ....ntial ratepay.r

protection. aqain.t .i.specifications of the price-cap paramet.r.

and .hould be r.tained. Th.refore, the FCC must continu. it.

active involv...nt in the pre.cription of d.pr.ciation rate

chanqes.

I.. _.~ 071..J,X_ .. L.c •••ICU 18 JIO'I 8Uft'ICIDft,Y...-Ift .,. ....... A .-.aD.,IOII 01' n. I'CC' 8 ..ULa'lOay
8CIlVl'Ift or .,.. ~8 A., RI8 .,10

A r.curring th... in the LECs' co...nta is the assertion that

COIIpetitive force. will suffice to di.cipline the LECs' pricinq

behavior in the futur., justifying a reduced lev.l of requlatory

scrutiny and price control. Althouqh each of the LECs off.rs it.

own litany of exa~le. of the int.nse coapetition that it alleqedly

fac.s, the ao.t ca.plete exposition of the LEes' claims regardinq

the level of ca.petition is found in an appendix to Dr. Robert G.

Harris's report on behalf of USTA. Dr. Harris concludes "that LECs

currently face COIIp8tition in aeny key service area. and that
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c ....cici8R to LaC. in full-network .ervice. i. likely to ...r ..

rapidly••....,

The Harri. analy.i., like the .ore general di.cu.sions of

cQllP8tition contained in the LIC co...nts theaselve., is as

noteworthy for wbat it OIIits a. for what it contains. While it i.

rich in di.cu••ion. of the nuaber and type of potential coapetitors

that the LEC. face, it is devoid of data on the actual aarket share

obt.ained by any or all of the_ coapetitors to date. Although he

cite. the 43' expansion of coapetitive Access Provider ("CAP")

revenue. between 1992 and 1993 and the potential for those revenues

to triple between 1993 and 1996, even Dr. Harri. concedes that "the

percentaeJe of CAP revenue. relative to LEC operating revenue

r_in. •..11.·..... Dr. Harri. never tells us how s..ll CAP

revenue. are relative to LEC operating revenue. Ti.. Warner

reveal., however, that 1993 CAP revenues were less than one percent

of LIC acce.. service. revenue•. 451 This stark statistic makes

clear that we are still talking about potential, rather than actual

co.petition.

Given the very li.ited inroads that coapetitors have made into

even the hiqh-capacity, non-switched services JDarket, and the

regulatory barrier. that still preclUde dialtone competition in

nearly every juriadiction, the level of competition clearly falls

far .hort of the cOllpetitive force. that would be necessary to

wHarris Report, Appendix B, at B-1 .

.....Id. at B-5 - B-6.

45/Initial Co...nt. of Ti.. Warner Co..unications at 9.
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j\la~ify f\lrtlMr retluc~ioft8 in til. l.y.l ot FCC ov.r.i9h~ of tM

LBC.' ra~•••ttift9 proc.... At .o.t, the ca.ai••ion should take

tili. opportunity to .Pecify the type of obj.ctive evidence of

ca.petition that it would require before taking any furth.r .t.p.

to r.lax it. regulatory ov.r.ight of tb. LECs.

Th. Ca.ai••ion aay want to con.ider e.tablishing guidelin.s

.i.ilar to tha.e Mbodied in the Cable Act of 1992. Und.r the

Cabl. Act, a cabl••y.tea can justify coaplete deregulation if a

ca-petitor oft.r. ..rvice to at le••t 50 Percent and serve. acre

than 15 Perc.nt of the households in its franchise are•• USTA

call. for a l ••••r .tandard to justify total pricing flexibility­

the availability of coapetitive service for only 25 peroent of the

carrier aoc••• servic.s ..rket. Its econo.ic experts, Drs. Richard

Scbllal.n... and Willia. Taylor, cite a nWDber of differ.nce.

betw••n th. cable and carrier acc.ss services markets to justify

the 1... rigorous .tandard for r.aoval of pricing restriction. on

LEC ace••••ervic•• , inclUding the Ubiquitous availability of ••If­

supply of dedicated acce.s services by end-users or interexchange

carri.rs ("IXC.").4ft They fail to note, however, that virtually

ev.ry cable cu.ta.er ba. acc••• to at lea.t one "free" coapetitive

alt.rnativ. to cable servic.s - broadcast progra..ing. ThUS, the

con.equenc.. that a cable cuatoaer faces due to lack of

availability of a coapetitive cable provider are quite different

4ftRicbard Schaal.n..e and Willi•• Taylor, "Co..aent. on the
USTA Pricing Fl.xibility Proposal," USTA Co..ents, Attachaent 4,
at 34-35.
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fr_ t.he COIUI...-nceS that toll cu.tOlMrs and IXCs face due to lack

of availability of a c~titive access provider.

Because even the LECs' experts aoit there is no ....qic .. level

of either ..rket share or the availability of coapetitive

alternatives that guarant..s pricing flexibility will not be

abused, 471 and because the expanded interconnection needed to ..ke

self-supply a viable alternative~ is far from fUlly i~le..nted,

the FCC should initially set criteria for qranting coaplete pricing

flexibility using aore conservative parameters than those embodied

in the USTA proposal. CCTA believes that the lIarket share and

availability of aa.petitive alternatives criteria set forth in the

Cable Act of 1992 are a reasonable starting point for qrantinq LEC

pricing flexibility. In the next price-cap review, the PCC could

review the experience under the Cable Act standards and deteraine

whether liberalized pricing flexibility would be in the public

intere.t.

v. COIICLUII01I

Price-cap requlation offered the LECs greater pricing freedom

and the opportunity to earn higher returns than were allowable

under traditional cost-of-service regulation. In exchanqe,

custOllers were to be guaranteed lower price. than they would

otherwise have receiVed, and co~titors were to be as.ured that

the LECs would not be able to leverage their market power for

471Id. at 33.

4IIId. at 9.
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price-cap-requlated ..rvice. to gain an unfair adva.tage in

cc.petitive ..rvice. aarltets. Thus tar, the LEe. bave obtai..

their .hare of the regulatory bargain. eusta.er., however, are

still waitinq to s.. price reductions beyond those that would bave

been co~lled by either traditional cost-ot-service regulation or

ca.petitive foree.. Ca.petitors also confront the prospect that

the LECs will succeed in obtaininq a lower productivity factor (and

thus higher .anopoly rate.) to finance their foray. into

ca.petitive .arkets.

The FCC .ust act decisively in this first price-cap review to

restore the balance in the price-cap fra..work. a&ther than

providinq the LBC. with even .are revenue. and pricing freedoa, the

Ca.ai.sion BUst fine-tune the price-cap paraaaters to pass through

a higher share of the benefits to customers throuqh a lower

bencbaark ROR, adjust..nt of the sharing and low-end adjust_ent

..chanis. thresholds, a one-ti.. rate reduction and an increase in

the productivity factor. The co_is.ion mist also retain the

sharinq ..chanis. and continue to prescribe depreciation rat•• so
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thai: the UCs CAftROi: ..nipulai:e i:he shareable earnincJS calculai:ic:m.

CC'l'A urges i:be c_i.sion to adopt i:he reco...ndations contained in

its initial and reply co...nts.

ResPectfully sua.itted,

CALIFORNIA CABLE
TELEVISION ASSOCIATION

Consultant:

Terry L. Murray
Murray and Aaaociates
101 California Street
Suite 4225
San Francisco, CA 94111
(415) 394-9200

June 29, 1994
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REPLY AFFIDAVIT OF TERRY L. MURRAY

I. QUALmCATIONS AND PURPOSE OF TFSTIMONY

My name is Terry L. Murray. I am an economist and the principal of the consulting

finn Murray & Associates in San Francisco, California. I received a Bachelor's degree from

Oberlin College, majoring in economics, and undertook graduate studies in economics at Yale

University, where I was advanced to Ph.D. candidacy and completed all requirements for the

Ph.D. except the dissertation. My areas of concentration were industrial organization and

energy and environmental economics. Prior to becoming a consulting economist in 1990, I was

employed by the California Public Utilities Commission ("CPUC") in a variety of capacities,

culminating in my appointment as the Director of the CPUC's Division of Ratepayer Advocates,

its expert trial staff. In nearly all my positions at the CPUC I had significant responsibility for

telecommunications matters. Since leaving the CPUC, I have served as an expert witness in

several telecommunications proceedings, both in California and elsewhere, including the CPUC's

recent docket concerning rate realignment in anticipation of the elimination of regulatory barriers

to intraLATA competition and the first triennial review of the CPUC's price-cap regulatory

framework for Pacific Bell. I have presented expert testimony on cost of capital issues in a

number of telecommunications, energy and insurance regulation proceedings. I have also taught

undergraduate and graduate courses on economics and regulatory policy at Wesleyan University

and Golden Gate University. A copy of my current curriculum vita is attached as Exhibit 1 to

this affidavit.

I have been asked by the California Cable Television Association ("CCTA") to address

the rate of return issues raised in the opening comments and supporting affidavits filed in this

docket on May 9, 1994. I have participated in the review of those comments, and my views are



reflected in the Reply Comments that are being filed by CCTA as to each of the points made

by CCTA in those Reply Comments.

In particular, I have reviewed the cost of capital analysis presented by Matthew I. Kabal

on behalf of Mel Telecommunications Corporation to determine whether it provides an accurate

assessment of the LEes' cost of capital. I find that Mr. Kahal has presented the most credible

estimate of the LEes' cost of capital in this proceeding and that his results provide an

appropriate basis on which the FCC can reset the benchmark rate of return.

ll. REVIEW OF KAHAL COST OF CAPITAL ANALYSIS

Mr. Kahat has reviewed three components of the LECs' cost of capital: (1) the cost of

equity; (2) the embedded cost of debt; and (3) the capital structure. Because he has used the

actual reported embedded debt cost and capital structure of the seven Regional Bell Operating

Companies ( t1 RBOCs"), there can be no controversy regarding these components of the analysis.

(I note, however, that Mr. Kahal only had the 1992 embedded debt cost available at the time of

his original filing. This figure almost certainly overstates the current embedded debt cost for

the LECs due to the extensive refinancings that took place during the low-interest-rate

environment of 1993. This figure should be part of Mr. Kabat's update in this round of

comments.)

As always, the estimated cost of equity is the component of Mr. Kahal's analysis that is

most open to controversy. Mr. Kabat relied on the widely accepted Discounted Cash Flow

("DCF") model to estimate the cost of equity. Overall, his DCF analysis follows commonly
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principles and conventions and is consistent with the approach that this Commission relied upon

in setting the original 11.25% benchmark rate of return in the first price-cap order.1

Indeed, my only objection to Mr. Kahal's analysis is that he has overstated the investor-

required return on equity for the LECs by using an excessively high estimate of the dividend

growth rate component of the DCF formula. Mr. Kabal relied on the I/B/E/S five-year earnings

growth rate projections for the LECs as a proxy for the long-term dividend growth rate

component of the DCF formula. 2 Use of a forecasted earnings growth rate as a proxy for the

dividend growth rate is frequently rationalized on the basis that these two growth rates must

converge in the long-run. However, this long-run convergence between dividend and earnings

growth rates does not hold for periods as short as five years.

In general, LECs maintain a relatively steady rate of dividend growth even though

earnings increase and decrease over a business cycle. During a period of economic recovery,

earnings growth outstrips dividend growth, and vice versa. Although it is not possible to

determine whether the I/B/E/S forecasters expect earnings growth to exceed dividend growth

over the next five years (because that investment analysis service does not provide dividend

growth rate forecasts), an examination of Value Line's most recent growth rate forecasts for the

RBOCs indicates that at least that prominent investment analysis source expects earnings to grow

1Statement of Matthew 1. Kahal Concerning Cost of Capital on behalf of MCI
Telecommunications Corporation, hereinafter referred to as "Kahal Testimony."

~e classic single-growth-rate DCF formula states that the investor-required return on
equity equals the sum of the forward dividend yield (the dividend for the next four quarters
divided by the current stock price) and the long-term dividend growth rate expected by investors.
In applying this formula, rate of return analysts must choose an estimate of the investor-expected
dividend growth rate.
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almost twice as rapidly as dividends over a five-year horizon and expects earnings growth to

outstrip dividend growth for every RBOC except Ameritech, for which the two estimates are

almost equal. See Table 1. Thus, because the growth rate estimates that Mr. Kabal used in his

DCF analysis tend to overstate expected dividend growth rates, I consider Mr. Kabal's DCF

results to set an upper bound on the likely market cost of equity for the LECs.

One final aspect of Mr. Kabal' s cost of capital analysis deserves note. Although he

followed the basic DCF methodology that the Commission used in setting the original price-cap

benchmark ROR, Mr. Kabal chose to exclude certain adjustments that the Commission had

previously applied to the DCF results on which it had relied in 1990. One of these adjustments

was intended to compensate for the alleged failure of analysts' growth rate forecasts to

incorporate the full effect of expected growth in cellular earnings that are included in the LEes'

stock prices. 3 In the recent California intrastate price-eap review proceeding, I analyzed the

evidence presented by Pacific Bell witness Dr. James Vander Weide in favor of this cellular

adjustment. My review revealed that, if anything, the DCF results for the RBOCs overstate the

required return on equity for their LEC operations due to the higher risk (and therefore higher

required return) associated with their cellular operations. Based on the California record, the

CPUC concluded that "the [cellular] adjustment is neither appropriate nor proper in magnitude. n4

Therefore, I strongly support Mr. Kabal's exclusion of the cellular adjustment from his estimate

of the LECs' cost of capital.

3Kahal Testimony at 14.

4CPUC Decision 94-06-011 (June 8, 1994) at 52.
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Mr. Kabal also excluded the adjustment by which the Commission used the highest of

the estimated RBOC costs of equity capital, rather than the average result. Again, his choice

to exclude this adjustment is consistent with sound methodological procedures. DCF estimates

of the cost of equity capital for individual firms will vary somewhat around the "true" cost of

capital to these firms. Absent any reason to believe that the variations in the individual RBOCs'

DCF results are attributable to differences in the perceived riskiness of these companies (a result

belied by the narrow range of the various risk measures presented in Mr. Kahal's testimony),

it is probable that the variation in the DCF results merely represents random "noise" in the data

used to calculate the DCF estimate of the cost of equity. Under these circumstances, Mr. Kahal

is absolutely on point in observing that "[w]ith the adder for variation, consumers on ayerue

will pay for an excessive cost of equity embedded in rates and the LECs will be over

compensated. tIS Thus, I concur that the appropriate estimate for the equity component of the

cost of capital calculation is the average DCF result.

As a matter of public policy, Mr. Kahal was also correct to exclude the "infrastructure

adder" of 0.2 percent that the Commission had included in the original benchmark rate of

return.6 Certainly, this adder has nothing to do with the LECs' cost of equity capital.

Moreover, there is no guarantee that the LECs will "spend" the bonus return dollars on desired

infrastructure upgrades. Finally, giving the LECs a bonus return to fund infrastructure

improvements enables the LECs to gain an anticompetitive advantage relative to competitive

access providers, interexchange carriers and other firms that operate in competitive markets and

SId. at 15.

6Id.
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lack the ability to charge monopoly customers higher rates to fund their infrastructure

improvements. The FCC should exclude the "infrastructure adder," as well as the other two

adders that Mr. Kabal has eliminated from his estimated cost of capital.

Overall, I find Mr. Kabal's analysis to provide the most useful estimate in this record of

the cost of capital for LECs. Because Mr. Kabal has indicated his intention to update his DCF

analysis in the reply round of this proceeding, I shall not duplicate his analysis and instead

recommend that the FCC rely on the updated results of Mr. Kabal's analysis in setting the new

benchmark ROR for the next price-cap period.

I have read the foregoing Affidavit and being duly sworn, depose and say this is true and
accurate to the best of my knowledge and belief.

SWORN TO AND SUBSCRIBED BEFORE ME
THIS ~~~DAY OF JUNE, 1994

I;,

Io.
j.

My commission expires _--"s=_----"I!)"--......9~?-L....... _
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TABLE 1
EARNINGS PER SHARE ("EPS") VS.

DIVIDENDS PER SHARE ("DPS") GROWTH RAYES

COMPANY EPSGROWTH DPSGROWTH

Ameritech 8.0% 8.5%

Bell Atlantic 6.5% 2.0%

BellSouth 9.5% 4.0%

NYNEX Corp. 6.0% 3.0%

Pacific Telesis 4.0% 1.5%

Southwestern Bell 9.5% 4.5%

U.S. West 7.5% 1.5%

Average 7.3% 3.6%

Source: Value Line Investment Survey, April 15, 1994.
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Exhibit 1

TERRY L. MURRAY

Principal and Founder, Murray and Associates
Nationally recognized expert on economics of regulated industries. Provides expert witness
services and performs strategic studies on behalf of clients regarding economic and policy issues
concerning the telecommunications, electric, gas and insurance industries. Areas of specialization
include competition policy, pricing and costing, incentive regulation and cost of capital.

Director or Regulatory Economics, Morse, Richard, Weisenmiller " Associates, Inc. April 1990 ­
April 1992

Provided analysis and expert witness services in both civil litigation and state regulatory
proceedings before state regulatory commissions regarding resource planning and environmental
issues, telecommunications policy and pricing issues, incentive regulation and cost of capital.

California Public Utilities Commission. June 1984 - April 1990

Director, Division of Ratepayer Advocates (DRA). Headed a staff of210 analysts who testified
on behalf of ratepayers in contested proceedings involving electric, gas, telecommunications and
transportation utilities. Represented ratepayer viewpoint at legislative and other public forums.

Program Manager, Energy Rate Design and Economics Branch, DRA. Managed a staff of
over 30 analysts who testified on costing, pricing, and sales forecasting for electric and gas
utilities and total factor productivity issues for electric, gas and telecommunications utilities.
Policy witness in major electric and transportation regulation proceedings.

Senior Policy Analyst, Policy and Planning Division. Served as the Commission's lead
advisor on telecommunications policy. Initiated investigation regarding incentive regulation for
local exchange carriers. Chaired a Commission task force on open network architecture issues.

Advisor to Commissioner Victor Calvo. Provided expert analysis and policy recommendations
on all areas of Commission regulation. Served as lead advisor on Qualifying Facility issues.

Analyst, Public Staff Division. Testified on cost of capital and telecommunications issues.
Served on a Commission task force regarding state regulatory responses to changes in
telecommunications industry.

Instructor, Golden Gate University, San Francisco, CA, 1987.
Taught courses on telecommunications regulation in the Masters in Telecommunications
Management program.

Acting Assistant Professor of Economics, Wesleyan University, Middletown, CT. 1981-1982.
Taught courses on economic theory, econometrics and regulatory economics.

EDUCATION

M.A., M.Phil., Economics, Yale University. (Completed all requriements for the Ph.D. except
dissertation.) Areas of specialization include energy and environmental economics and regulatory
and antitrust economics.

A.B., Economics, Oberlin College.


